QA

Center for American
Entrepreneurship

“Jobs! Jobs! Jobs!”

Testimony before the

Subcommittee on Innovation, Entrepreneurship, and Workforce Development
of the

Committee on Small Business
U.S. House of Representatives
June 30, 2021

John R. Dearie
Founder and President
Center for American Entrepreneurship

Chairman Crow, Ranking Member Kim, and members of the subcommittee, thank you for the
invitation to testify today.

My name is John Dearie and I’m the founder and president of the Center for American
Entrepreneurship. CAE is a nonpartisan research, policy, and advocacy organization whose
mission is to engage policymakers in Washington and across the nation regarding the critical
importance of entrepreneurs and startups to innovation, economic growth, and job creation — and
to pursue a comprehensive policy agenda intended to significantly enhance circumstances for
new business formation, survival, and growth.

Introduction

The focus of today’s hearing is both timely and critically important. Despite robust job creation
in recent months — 559,000 in May, 278,000 in April, and 785,000 in March — the damage to the
U.S. labor market inflicted by Covid-19 remains profound. Indeed, even if the Bureau of Labor
Statistics (BLS) reports this Friday that 1 million new jobs were created in June — as some
economists have forecast — nonfarm payrolls will still be down nearly 7 million from pre-
pandemic levels and more than 10 million jobs sort of likely employment had the pandemic not
happened.

New job creation, therefore, remains an urgent national priority — which is why I very much
appreciate the opportunity to express CAE’s strong support for the Next Generation
Entrepreneurship Corps Act, recently introduced by you, Mr. Chairman, and Rep. Troy
Balderson (R-OH) in the House, along with Senators Chris Coons (D-DE) and Tim Scott (R-SC).
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The Act will encourage entrepreneurship and job creation in under-served communities across
the country by way of a new competitive fellowship program that will select 320 entrepreneurs
annually from diverse backgrounds who will receive startup capital, mentoring, and other
support to start both traditional and high-growth businesses in distressed or low-income areas.

CAE is proud to support the Act, Mr. Chairman, and salutes you and your co-sponsors for your
leadership.

Startups Are the Engine of Job Creation

Given the urgency of job creation, the focus of this hearing on entrepreneurship is very much on
target. Members of this subcommittee are no doubt familiar with the reality that new businesses
— or “startups” — are responsible for most net new job creation. | confess that when | first heard
that I didn’t believe it. What about every other kind of business — small and large, older and
younger — don’t they create jobs too?

To grasp the critical importance of startups to job creation, it’s important to first understand how
tremendously dynamic the U.S. labor market is. Most of the activity in the labor market each
year reflects what labor economists refer to as “churn” — the continuous process of hiring and
separation that occurs as new businesses form and others close, as existing businesses create new
jobs and eliminate others, and as workers leave old jobs for new opportunities.

When the Labor Department reports that 200,000 jobs were created in a particular month, for
example, it’s because there were 4.8 million separations — people either losing or leaving their
jobs —and 5 million new hires, or some similar differential.

In 2019, 67.9 million separations occurred while 70 million Americans took new jobs, for a net
gain of just over 2 million new jobs.? Assuming a 40-hour work-week, annual hire and
separation figures imply that approximately 34,000 jobs are destroyed, and slightly more are
created, every hour America is open for business. Indeed, about a third of the U.S. labor force
turns over in a typical year.

The relevance of monthly hires and separations to the importance of startups is that research by
the Census Bureau, the Ewing Marion Kauffman Foundation, and others has shown that existing
businesses, of any age or size, in aggregate, nearly always produce more separations than hires.
Indeed, considered together, existing businesses shed on a net basis — total separations subtracted
from total new hires — about 1 million jobs each year, as they become more efficient, incorporate
capital and technology, and increasingly focus on what they do best.

! Ryan Decker, John Haltiwanger, Ron Jarmin, and Javier Miranda, “The Role of Entrepreneurship in U.S. Job
Creation and Economic Dynamism,” Journal of Economic Perspectives, Volume 28, Number 3, Summer 2014,
Pages 3-24.

2 «Job Openings, Hires, and Quits Set Record Highs in 2019,” U.S. Bureau of Labor Statistics, June 2020.
3 John Haltiwanger, Ron Jarmin, and Javier Miranda, “Business Dynamics Statistics Briefing: Jobs Created from

Business Startups in the United States,” Ewing Marion Kauffman Foundation, January 2009. See also Tim Kane,
“The Importance of Startups in Job Creation and Job Destruction,” Ewing Marion Kauffman Foundation, July 2010.
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By stark contrast, new firms in their first year of existence create an average of about 3 million
new jobs every year. Stated another way, were in not for new businesses, total employment in
this country would actually shrink by about a million jobs in most years.

But how many of those new jobs survive? New businesses are inherently risky and fragile.
Roughly a third close by their second year, half within the first five years, suggesting that many
of the jobs initially created are eventually lost.

Economists Robert Litan and Michael Horrell answered this critical question in 2010. Using
Census Bureau data, they constructed startup “classes” or cohorts — new businesses grouped by
the year of their formation. By tracking total employment of the various classes year after year,
Litan and Horrell showed that, after five years, surviving firms of each class had employees
totaling 80 percent of the initial new employment created by that class, as job growth at
surviving firms offset job losses at shrinking or failed firms.*

Helping to further explain this reality is another Census Bureau study, which determined that
new firms that survive tend to grow at much faster rates than older businesses. The study’s
authors found what they described as a “rich ‘up-or-out’ dynamic for startups and young firms,”
meaning that while there is a high failure rate among new businesses, those that survive tend to
grow and hire at very rapid rates.’

To be sure, companies that grow and create jobs at such exponential rates are rare. Even so,
repeated research makes clear that new businesses are America ’s true engine of job creation,
adding an average of 3 million net new jobs each year, while ongoing churn at existing firms
eliminates a net average of about 1 million jobs annually.

Startups Are an Important Engine of Economic Growth

Startups also contribute to job creation more generally as a powerful driver of economic growth.
Over most of economic history, it had been widely understood that economic growth stems from
enhancements to one or both of the two principal components of an economy — labor and capital
(machinery). For an economy to grow, it was thought, either the supply of labor had to expand
or capital intensity had to somehow increase, or both.

But in 1957, American economist Robert Solow demonstrated that most of economic growth
cannot be attributed to increases in labor or capital, but only to gains in productivity — more
output per unit of input — driven by innovation. As businesses and workers become more
efficient, costs fall, profits and incomes rise, demand expands, and economic growth and job
creation accelerate.®

4 Robert E. Litan and Michael Horrell, “After Inception: How Enduring is Job Creation by Startups?”” Ewing Marion
Kauffman Foundation, July 2010.

> John Haltiwanger, Ron Jarmin, and Javier Miranda, “Who Creates Jobs? Small vs. Large vs. Young,” NBER
Working Paper Series, Working Paper 16300, August 2010.

6 Robert M. Solow, “Technical Change and the Aggregate Production Function,” Review of Economics and
Statistics (The MIT Press) 39, no. 3, 1957: 312-320.
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Solow’s identification of innovation-driven productivity gains as the driver of economic growth
has been echoed by economists ever since. As Nobel Laureate economist Paul Krugman has
observed: “Productivity isn’t everything, but in the long run it’s almost everything.”

A country’s ability to improve its standard of living over time depends almost entirely on
its ability to raise its output per worker...Compared with the problem of slow productivity
growth, all our other long-term economic concerns — foreign competition, the industrial
base, lagging technology, deteriorating infrastructure, and so on — are minor issues.”

Solow’s growth model is one of the great economic insights of all time — the economic
equivalent of E=EMC2. Solow was awarded the Nobel Prize in economics in 1987, the National
Medal of Science in 1999, and the Presidential Medal of Freedom in 2014.

The great significance of Solow’s work is that it not only defined the nature of economic growth,
it identified its principal source. That’s because economists have long understood that
innovation — particularly major or “disruptive” innovation — comes disproportionately from new
businesses.

And that makes sense — entrepreneurs typically launch a new business because they have
something new: a new product or new service, or some innovative twist on an old idea. EXxisting
firms do innovate, but mostly at the margin. They don’t innovate in the same way or to the same
extent as new businesses because they’re heavily invested in the establishment — their product,
their service, their way of doing things. And they’re definitely not interested in disruption.

Economists Robert Litan and Carl Schramm emphasized this reality in their 2012 book “Better
Capitalism™:

[Elntrepreneurs throughout modern economic history, in this country and others, have been
disproportionately responsible for truly radical innovations — the airplane, the railroad, the
automobile, electric service, the telegraph and telephone, the computer, air conditioning, and so
on— that not only fundamentally transformed consumers’ lives, but also became platforms for
many other industries that, in combination, have fundamentally changed entire economies...

Large companies, with their large fixed costs of plant, equipment, and to some extent personnel,
have perfected the economic arts of economies of scale production and incremental innovation.
But...most large companies are less eager to pursue radical innovations — those that disrupt

current business models in which the firms are heavily invested.8

Joseph Schumpeter called the constant process of insurgents overtaking and replacing
incumbents “creative destruction” and proclaimed it to be the driving force of capitalist progress.

From the standpoint of innovation, economic growth, and job creation — arguably the three most
important metrics of economic health and vitality — thriving entrepreneurship is the beating heart,
the very soul, of any economy.

" Paul Krugman, The Age of Diminished Expectations, The Washington Post Company, 1990, pp. 9-13.

8 Robert E. Litan and Carl J. Schramm, Better Capitalism: Renewing the Entrepreneurial Strength of the American
Economy, Yale University Press, 2012.
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The Engine of Growth and Job Creation is Breaking Down

Unfortunately, as scholars at the Kauffman Foundation, the Brookings Institution, and elsewhere
have documented, entrepreneurship in America is in trouble. Not everywhere, of course; in
places like Silicon Valley, Austin, TX, Boulder, CO, and Cambridge, MA entrepreneurship is
thriving. But in broad terms, entrepreneurship in America is struggling.

After remaining remarkably consistent for decades, the number of new businesses launched in
the United States peaked in 2006 and then began a precipitous decline — a decline accelerated by
the Great Recession. From 2000 to 2006, the economy produced an average of 511,000 new
employer firms every year. Between 2009 and 2019, however, the number of new businesses
launched each year dropped to about 400,000 — meaning, over that period, the United States
experienced a startup deficit of 100,000 missing new firms every year, or one million in total .°

A spike in new business applications occurred in 2020, as many people who lost their jobs due to
the Covid-19 economic shut-down filed applications to launch a new business. But the Covid-
driven increase in applications is unlikely to signal a reversal in the multi-year decline in
entrepreneurship. The spike in new business applications is due more to economic necessity
rather than a sudden surge in entrepreneurial fervor. Moreover, the largest portion of new
business activity has been “non-store retail” — people selling products online — so many of these
new businesses are sole-proprietorships unlikely to grow quickly or create many jobs.*°

Even more alarming, economists Robert Litan and lan Hathaway have shown that rates of
entrepreneurship — the fraction of all U.S. businesses that are new — have fallen near a four-
decade low, and that this decline is occurring in all 50 states, in all but a handful of the 360 metro
areas they examined, and across a broad range of industry sectors.!!

Annual Rate of Firm Entry and Exit (1978-2018)
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9 Business Dynamic Statistics, Census Bureau, https://www.census.gov/ces/dataproducts/bds/data.html.

10 See “The Startup Surge? Unpacking 2020 Trends in Business Formation,” Jimmy O’Donnell, Daniel Newman,
and Kenan Fikri, Economic Innovation Group, February8, 2021.

11 “Declining Business Dynamism in the United States: A Look at States and Metros,” Robert E. Litan and lan
Hathaway, The Brookings Institution, May 5, 2014.


https://www.census.gov/ces/dataproducts/bds/data.html
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As Solow’s growth model would predict, U.S. productivity has fallen along with the decline in
rates of new business formation. Annual productivity gains averaged about 2.5 percent from
1948 to 2000, but have fallen to about 1.4 percent since 2005 — a full percentage point slower.
Productivity surged by 5.4 percent in the first quarter of 2021, but the spike is mostly attributable
to the sharp recovery in economic output as the nation emerges from the pandemic.

As expected, anemic productivity growth has subdued economic growth. For 54 years following
World War Il — from 1947 and 2000 — the U.S. economy grew at an average annual rate of 3.5
percent. By stark contrast, the economy has not grown at 3 percent or better, on a year-over-year
basis, since 2005 — 15 years ago. And since the end of the Great Recession in 2009, the
economy has grown at the lackluster annual pace of just 2.3 percent.

The economy is expected to grow by 6 or 7 percent this year after contracting by 3.5 percent last
year due to the pandemic. Following this brief surge in growth, however, most economists
expect the economy to return to the pre-pandemic trend of sub-3 percent growth.

The difference between growth of 2.3 percent and 3.5 percent may not seem significant, but in an
economy the size of the U.S. economy percentage points matter — a lot. Had the economy grown
at 3.5 percent rather than 2.3 percent since emerging from recession in 2009, economic output in
2019 alone would have been $2.4 trillion — or 12 percent — greater than it was. By the way, $2.4
trillion is roughly the size of France’s economy — the world’s seventh largest. American
businesses, households, and consumers missed out on additional economic activity equivalent to
the world’s seventh largest economy, in 2019 alone.

Over a 25-year period, the difference between a U.S. economy growing at 3.5 percent annually
rather than 2.3 percent is an additional — that is, on top of the output generated at 2.3 percent —
$116 trillion in economic output.

Nobel Prize recipient Edward Prescott and his colleague Lee Ohanian from Stanford University
have argued that the economy’s anemic performance in recent years is due largely to the plunge
in productivity growth — caused by the dramatic decline in startups:

The remarkable productivity growth that has enabled the U.S. to become the wealthiest
country on earth has slowed considerably in recent years.

The most recent period of rapid productivity growth in the U.S. — and rapid economic
growth — was in the 1980s and ‘9os and reflected the remarkable success of new
businesses in information and communications technologies, including Microsoft, Apple,
Amazon, Intel, and Google. These new companies not only created millions of jobs but
transformed modern society, changing how much of the world produces, distributes and
markets goods and services.

Sadly, the annual rate of new business creation is about 28 percent lower today than it
was in the 1980s, according to our analysis of the U.S. Census Bureau’s Business
Dynamics Statistics annual data series. Getting the U.S. economy back on track will

require a much higher annual rate of new business start-ups. *?

12 Edward C. Prescott and Lee E. Ohanian, “U.S. Productivity Growth Has Taken a Dive,” The Wall Street Journal,
February 3, 2014.


http://quotes.wsj.com/MSFT
http://quotes.wsj.com/AAPL
http://quotes.wsj.com/INTC
http://quotes.wsj.com/GOOG
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Why are Startup Rates Declining?

Rates of new business formation have fallen near multi-decade lows, both in terms of the number
of new businesses being launched and the share of all U.S. businesses that are new. But why?

To find out — and to stay in close touch with entrepreneurs and their unique challenges and needs
—my CAE colleagues and I get out of Washington on a regular basis and conduct roundtables
with entrepreneurs in cities and towns across the country.

A remarkable take-away from our roundtables — and enormously significant from the standpoint
of potential policy solutions — is that the problems and obstacles encountered by entrepreneurs all
across the country are remarkably consistent. Here’s some of what they tell us:

e “We have the jobs, and we need to fill them to survive, but we can’t find enough
people with the skills we need.”

e “The country’s immigration policies exacerbate the talent problem because they
undermine our ability attract and retain the world’s best and most innovative people.”

e “A number of major ‘life risks’ — such as limited access to portable and affordable
healthcare®® and childcare,'* record levels of student debt,® retirement savings
uncertainty,® and the proliferation of noncompete agreements — make
entrepreneurship especially risky.”

e “Access to sufficient startup capital at reasonable terms is a constant challenge.”

e “Regulatory burden, complexity, and uncertainty is particularly problematic for
startups because they lack the resources and scale of larger firms over which to
absorb and amortize the costs of compliance. Regulation uncertainty and complexity
also distracts entrepreneurs from focusing on their business, increasing the chances of
mistakes and failure.”

e “Tax complexity and uncertainty also diverts too much of our time and attention
away from our new businesses — and a number of aspects of the U.S. tax code are
unsupportive of, or even hostile to, startups and their investors.”

Our regular roundtables with entrepreneurs reveal a number of critical insights central to any
discussion about accelerating economic growth and job creation.

13 See “Pass the Primary Care Enhancement Act,” John R. Dearie, The Hill, May 23, 2020.

14 See “National Childcare Policy is Pro-Entrepreneurship and Pro-Growth,” John R. Dearie and Leslie Lynn Smith,
The Hill, April 21, 2021.

15 See “Free Entrepreneurs from Student Debt to Supercharge the Economy,” Sarah-Eva Marchese and John R.
Dearie, The Hill, February 2, 2019.

16 See ““SECURE 2.0’ Will Modernize Retirement Security for the Post-COVID American Workforce,” John R.
Dearie, The Hill, May 28, 2021.
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First, new businesses are extremely fragile — a third fail by their second year, half by their fifth.
And yet, those new businesses that survive tend to innovate, grow, and create jobs at very rapid
rates.

Second, the policy needs and priorities of new businesses are unique. Startups are different from
existing businesses. The challenges they confront are different and their ability to successfully
navigate those challenges is more limited.

Third, many policymakers in Washington and around the country don’t sufficiently understand
or appreciate the unique nature, importance, vulnerabilities, and needs of startups. Focused on
the priorities of either large corporations or the small business community, policymakers too
often overlook the economy’s true engine of growth and job creation.

Finally, policy help for America’s entrepreneurs is urgently needed. Given the critical role they
play as the principal source of innovation, economic growth, and job creation — and given the
damage to new and small businesses inflicted by the Covid-19 crisis — America’s young
businesses need and deserve a comprehensive policy framework designed to promote new
business formation, survival, and growth.

Conclusion

Economic growth is driven by productivity gains, which are driven by innovation — which comes
disproportionately from new businesses. Revitalizing American entrepreneurship, therefore, is
the essential pathway to faster economic growth and job creation.

And that necessary revitalization requires changes in public policy. Fortunately, we have an
excellent sense of what needs to be done. Research conducted in recent years, together with
input from entrepreneurs by way of the roundtables mentioned above and other forums, has
produced a uniquely credible pro-entrepreneurship growth agenda that, if enacted, would
dramatically enhance the circumstances for new business formation, survival, and growth — and,
in doing so, accelerate economic growth to rates necessary to generate the opportunity, jobs, and
wage growth the American people need and deserve.

That agenda is presented in the Appendix that follows. 1

The Next Generation Entrepreneurship Corps Act — which will promote entrepreneurship in
under-served areas of the country and among under-represented demographic groups — is an
excellent example of the kind of pro-entrepreneurship policy that America needs now more than

ever.

Thank you for organizing this important hearing and for inviting me to participate.

17 For more on the importance of entrepreneurship and startups to innovation, economic growth, and job creation —
and startups’ unique policy needs — visit www.startupsUSA.org. Also see “Where the Jobs Are: Entrepreneurship
and the Soul of the American Economy,” John R. Dearie and Courtney Geduldig, Wiley, 2013.



http://www.startupsusa.org/
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Appendix

Policy Agenda to Revitalize American Entrepreneurship

Recent research has demonstrated that new businesses — “startups” — are disproportionately
responsible for the innovations that drive productivity growth and economic growth, and account
for virtually all net new job creation. Alarmingly, recent research has also demonstrated that
rates of entrepreneurship in America have fallen near a 40-year low, and that this decline is
occurring in all 50 states, in all but a handful of 360 metro areas examined, and across a broad
range of industry sectors, including high-technology.

Given the importance of thriving entrepreneurship to innovation, economic growth, job creation,
rising wages, and expanding opportunity, such circumstances amount to nothing less than a
national emergency. And this emergency is particularly urgent given the need to accelerate the
economic recovery following the Covid-19 pandemic. Reversing the decline in American
entrepreneurship requires changes in public policy.

CAE’s recommended policy agenda is structured in response to a straightforward question: What
do entrepreneurs need to thrive? The simplest answer is:

e Great new ideas (innovation);
e Access to capital;
e Access to skilled talent; and,

e Relief from distractions like regulatory and tax burden, complexity, and uncertainty.

Innovation

Innovation the basic craft and contribution of entrepreneurs. Whether a new product or service,
“building a better mousetrap,” or new methods of producing, distributing, or delivering products
and services, new ideas are the essence of innovation, which drives productivity gains and
economic growth, and creates jobs, wealth, and opportunity. New ideas can come from the mind
and imagination of entrepreneurs or as the result of scientific inquiry and discovery.

Restore the Research and Development (R&D) Tax Credit to the Most Favorable in the World

The Research and Experimentation Tax Credit — commonly known as the research and
development (R&D) tax credit — was created as part of the Economic Recovery and Tax Act of
1981 to incentivize technological progress and innovation by allowing businesses to deduct a
portion of the cost of research and product development from their taxable earnings. The United
States was one of the first countries to incentivize R&D by way of the tax code and claimed the
world’s most generous tax treatment of R&D into the early 1990s.


https://www.census.gov/content/dam/Census/library/working-papers/2017/adrm/carra-wp-2017-03.pdf
http://econweb.umd.edu/~haltiwan/JEP_DHJM.pdf
https://www.brookings.edu/wp-content/uploads/2016/06/declining_business_dynamism_hathaway_litan.pdf
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Since its introduction, the R&D tax credit has been shown to be a powerful driver of innovation
and economic growth. A large and growing body of research indicates that R&D investment is
associated with future gains in profitability and market value at the firm level, and with increased
productivity at the firm, industry, and broader economy levels. R&D also has significant “spill-
over” benefits, as research conducted by one firm can lead to progress that increases the
productivity, profitability, and market value of other firms in related fields. A 2015 analysis of
the R&D expenditures of 15 OECD countries over the period 1990 to 2013 concluded that a 1
percent increase in R&D spending accelerates economic growth by 0.61 percent. Research also
shows that R&D investment has become increasingly mobile, with businesses and corporations
locating more of their investment outside their home countries. Investment location decisions
are determined by many factors, including the growth of foreign markets, production costs, talent
and skills availability — and tax and other incentives offered by governments.

The United States no longer claims the most favorable tax treatment of corporate R&D. A recent
analysis by the Information Technology and Innovation Foundation has shown that the United
States now ranks 24" out of 34 nations studied in terms of R&D tax treatment. More favorable
tax treatment of R&D means that foreign companies are able to invest more heavily in relative
terms, with potentially profound implications for innovative advantage over the longer term.
Moreover, as global companies — including American companies — look for places to invest in
R&D, many other countries are now substantially more attractive than the United States.

Restoring America’s preeminence in incentivizing R&D will not be cheap. But losing the
innovation advantage our nation has enjoyed for 80 years would be much more costly.

Moreover, academic research regarding the stimulative effect of R&D investment on the rate of
economic growth and job creation, as well as the significant “spillover” impact of such
investment, strongly suggests that any short-term loss in tax revenue will be substantially or even
entirely recovered through faster economic growth and job creation over the longer run.

Enhance the Tax Provisions of the PATH Act

The R&D tax credit would be particularly relevant for startups, which often incur substantial
losses in their early years due to development of new products, services, methodologies, and
techniques — and for whom preservation of cash flow and operating capital is crucial to survival.
And yet, until recently, startups were largely shut out of any benefit associated with the credit
because it can only be applied against taxable earnings, which many startups don’t have for
years, and sometimes many years.

The Protecting Americans from Tax Hikes (“PATH”) Act of 2015 made a number of
improvements to the application of the R&D tax credit, perhaps most notably finally making the
credit permanent after numerous extensions and expirations since its creation in 1981. Now
certain of the credit’s availability, businesses can make investment decisions more effectively
and efficiently. In addition, the PATH Act addressed the disconnect between the policy intention
of the R&D credit and startups by allowing new businesses to apply the credit against payroll
taxes, rather than income taxes, up to $250,000 annually. To qualify, companies must have had
gross receipts for five years or less and gross receipts of less than $5 million for the tax year the
credit is applied.


https://ideas.repec.org/p/eyd/cp2015/207.html
http://www2.itif.org/2020-enhanced-tax-incentives-rd.pdf?_ga=2.89682139.1133412634.1599672416-1408648770.1599672416
http://www2.itif.org/2020-enhanced-tax-incentives-rd.pdf?_ga=2.89682139.1133412634.1599672416-1408648770.1599672416
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CAE recommends enhancing the PATH Act’s tax provisions for startups by: 1) aligning the
criterion for eligibility with that of Section 1202 of the tax code; 2) raising the eligibility
threshold; and, 3) increasing the deduction limit.

First, CAE recommends that the eligibility criterion be changed from gross receipts to gross
assets. This change would make the PATH Act provisions consistent with the tax code’s
definition of “Qualified Small Business,” (QSBs) which are currently defined as businesses with
“less than $50 million in gross assets.” This consistency would simplify and harmonize related
provisions of the tax code, facilitating compliance and reporting by investors and, thereby,
promoting capital formation.

Second, CAE recommends that the eligibility threshold for the PATH Act’s payroll tax
provisions be raised from the current definition of QSBs of “less than $50 million in gross
assets” to “less than $100 million in gross assets.” The current gross asset limit is too restrictive,
as the high costs of innovative research, coupled with valuable intellectual property and
successive rounds of financing, often push new innovative companies over the $50 million limit
(see recommendation regarding Section 1202 on page 20 below).

Finally, CAE recommends that the payroll tax credit deduction limit be raised from the current
$250,000 to $1 million. Doing so would align U.S. policy with similar policy in Canada, a major
innovation competitor to the United States.

Restore Government R&D to its Historical High

For eighty years, research and scientific advancement funded by the U.S. government has been a
critical source of America’s global leadership in technology and innovation. Federal R&D
investment has supported large-scale national achievements like winning World War 11, splitting
the atom, and landing men on the moon, and fueled the development of new technologies that
spawned new industries like wireless telecommunications, computers, digital information, and
genome-based pharmaceuticals.

In recent decades, however, the federal government’s commitment to research and development
has waned dramatically. After peaking in 1964, federal R&D investment as a percent of GDP
and total federal outlays has plunged to the lowest levels in 60 years, undermining America’s
technological edge and raising alarming strategic challenges, particularly from China. In
addition to enhancing the tax treatment of commercial R&D, CAE urges policymakers to restore
U.S. government funding of R&D to the historical high of 2 percent of GDP. To do so, funding
would need to increase from the current $125 billion annually to $450 billion.

Under the leadership of VVannevar Bush, Dean of MIT’s Department of Engineering and, most
notably, science advisor to President Franklin D. Roosevelt and the first Director of the Office of
Scientific Research and Development established in 1941 (later replaced the National Science
Foundation), the U.S. government carried out wartime research and development that led to
breakthroughs that helped win the war, including advances in radar technology, computers,
cryptography, and the Manhattan Project to build the atomic bomb. Following the successful
launch of the “sputnik” satellite by the Soviet Union in 1957, federal R&D spending increased
quickly, peaking at 2 percent of GDP and 10 percent of total federal outlays in 1964, after
President John F. Kennedy set America’s sights on the moon.



https://en.wikipedia.org/wiki/Vannevar_Bush
https://en.wikipedia.org/wiki/National_Science_Foundation
https://en.wikipedia.org/wiki/National_Science_Foundation
https://www.aaas.org/programs/r-d-budget-and-policy/historical-trends-federal-rd
https://www.aaas.org/programs/r-d-budget-and-policy/historical-trends-federal-rd
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At that time, the federal government funded two-thirds of all R&D conducted in the United
States — an amount greater than the R&D spending by the rest of the world’s governments and
businesses, combined.

Over subsequent decades, however, growth in federal R&D spending slowed. R&D outlays
grew at an average annual rate of 5.6 percent between 1953 and 1985, then fell to an average
annual rate of just 0.4 percent between 1990 and 2016. By the mid-1990s, federal R&D
investment had fallen below 1 percent of GDP, where it has remained ever since. As Goldman
Sachs pointed out in a May 2020 report, “In FY 2019, federal R&D spending equaled 0.6 percent
of U.S. GDP and 2.8 percent of total federal outlays, the lowest in over 60 years.” U.S. R&D
investment as a percent of GDP now ranks 10" in the world, behind major economic competitors
such as Japan, South Korea, Taiwan, and Germany.

Particularly alarming is the decline in federal funding of basic research. Basic or pure research is
conducted to gather general information and to expand existing knowledge and understanding,
whereas applied research is conducted for more targeted purposes — to resolve a particular
question or to achieve a specific commercial objective. In this sense, basic research is the
foundation for applied research, establishing the context of knowledge and understanding within
which additional progress can be made regarding specific inquiries. While businesses conduct
some basic research, they are not well suited for such projects, given the scale and risk that basic
research entails together with the unknown practical outcome of such inquiry.

Government funding of basic research has played a critical role in driving many technological
breakthroughs that have helped U.S. industry become a global technology leader, and in the
creation of iconic America companies — including Sun Microsystems, Pfizer, Genentech, Cisco,
and Google — which trace their origin back to federally funded basic research. In fiscal year
2017, the federal government funded $40.2 billion in basic research, down 13 percent from 2005
in inflation-adjusted terms. This decline followed more than 50 years of steady increases.

As the United States has reduced its commitment to R&D, other nations have dramatically
expanded theirs. Over the period 2000 to 2017, India increased domestic R&D spending at an
average annual rate of 8 percent, South Korea by 10 percent, and China by nearly 20 percent.

The competitive threat from China is of particular concern. In recent years, China has targeted
critical industries like petrochemicals, electronics, metals and materials, machinery and
equipment, pharmaceuticals and biotechnology, information technology, and artificial
intelligence. China’s Belt and Road infrastructure initiative, the Made in China 2025 plan to
dominate global manufacturing, and the China Standards 2035 blueprint are critical aspects of
China’s ambition to be the 21% century’s unrivaled economic super-power — all supported by
robust research and development. According to the National Science Board, China likely
surpassed the United States in R&D funding for the first time in 2019.

If America is to retain its status as the world’s innovation leader, the multi-decade decline in
federal government’s commitment to scientific research must be reversed. Tripling federal R&D
funding is a major challenge given current fiscal circumstances, but there is little doubt that
America’s economic future depends on such a commitment. To argue that we can’t afford to
meet the competition is to argue that we can’t afford to own the future.


https://www.gspublishing.com/content/research/en/reports/2020/04/29/67c9cada-68a2-48af-b25c-0f5416c0c0c8.html
http://www.oecd.org/sti/msti.htm
https://ncses.nsf.gov/pubs/nsb20201/global-r-d
https://ncses.nsf.gov/pubs/nsb20201/global-r-d
https://www.cnbc.com/2017/07/21/china-ai-world-leader-by-2030.html
https://www.cnbc.com/2017/07/21/china-ai-world-leader-by-2030.html
https://www.cfr.org/backgrounder/chinas-massive-belt-and-road-initiative
https://isdp.eu/content/uploads/2018/06/Made-in-China-Backgrounder.pdf
https://www.cnbc.com/2020/04/27/china-standards-2035-explained.html
https://ncses.nsf.gov/pubs/nsb20201
https://cen.acs.org/policy/research-funding/China-pulled-ahead-US-race/98/i3
https://cen.acs.org/policy/research-funding/China-pulled-ahead-US-race/98/i3
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Pass the Endless Frontier Act

Scientific and technological innovations — when transmitted into society through licensing or
entrepreneurship — drive gains in productivity, which in turn drive economic growth, job
creation, and expanding opportunity. To remain a global innovation leader in an increasingly
competitive world economy, and to accelerate the economic recovery from the Covid-19 crisis,
the United States must renew its commitment to science- and technology-driven innovation.

CAE strongly supports the immediate enactment of the Endless Frontier Act. Introduced on
May 27, 2020 by Senators Charles Schumer (D-NY) and Todd Young (R-IN), along with Reps.
Ro Khanna (D-CA) and Mike Gallagher (R-WI), the bipartisan, bicameral legislation is intended
to enhance U.S. leadership in science and tech innovation. The legislation — re-named the U.S.
Innovation and Competition Act — was passed by the Senate on June 8, 2021 with a bipartisan
vote of 68-32.

The Act will address this national priority in several important ways. The Act would expand the
National Science Foundation (NSF), to be renamed the National Science and Technology
Foundation (NTSF); establish a new Technology Directorate within the NTSF; authorize $100
billion for the new directorate to reinvigorate American leadership in the discovery and
application of ten key technology areas that will define global competitiveness; authorize an
additional $10 billion for the Commerce Department to designate at least 10 regional technology
hubs; and fund programs to accelerate the transfer of new technologies from the lab to the
marketplace.

Streamline Technology Transfer and Commercialization of Government-Funded Innovation

The principal way new innovations and technologies are transmitted into the economy for the
benefit of broader society is through commercialization, either by way of licensing to existing
businesses or through startups. But too often, promising innovations stemming from federally-
funded research face a slow, cumbersome, and uncertain path to commercial viability.
Discoveries with significant social and economic benefit often take years to reach the
commercial marketplace, while other innovations never leave the research lab. More streamlined
and efficient commercialization of federally-funded innovation would dramatically enhance the
competitiveness and growth capacity of the U.S. economy.

On May 1, 2018, the National Institute of Standards and Technology (NIST) issued a Request for
Information (RFI), published in the Federal Register, pursuant to its Return on Investment (ROI)
Initiative for Unleashing American Innovation, the purpose of which is to dramatically increase
returns on federal investment in research and development through reform of tech transfer and
commercialization procedures. In response, CAE submitted a comment letter on July 30, 2018.

In April of 2019, NIST released its final Green Paper summarizing stakeholder input received
from hundreds of experts and organizations representing thousands of companies, universities,
federal laboratories, and other institutions. The paper focused on 15 major findings by NIST to
help inform decision-making and implement reform actions by the relevant departments and
agencies — eight of which would require revisions to the Stevenson-Wydler Technology
Innovation Act of 1980.



https://www.democrats.senate.gov/newsroom/press-releases/schumer-young-khanna-gallagher-unveil-endless-frontier-act-to-bolster-us-leadership-in-science-and-tech-innovation-and-dramatically-increase-investment-in-emerging-tech-as-china-seeks-to-leverage-the-coronavirus-pandemic-for-their-gain-coronavirus-pandemic-exposed-enduring-consequences-of-us-underinvestment-in-scientific-research
https://www.democrats.senate.gov/imo/media/doc/Endless%20Frontier%20Act%205.21.2020.pdf
https://www.federalregister.gov/documents/2018/05/01/2018-09182/request-for-information-regarding-federal-technology-transfer-authorities-and-processes
https://www.nist.gov/unleashing-american-innovation
https://www.nist.gov/unleashing-american-innovation
http://startupsusa.org/press-releases/cae-submits-comment-letter-national-institute-standards-technology-nist-regarding-reform-federal-technology-transfer-authorities-processes/
https://www.nist.gov/unleashing-american-innovation/green-paper
https://en.wikipedia.org/wiki/Stevenson-Wydler_Technology_Innovation_Act_of_1980
https://en.wikipedia.org/wiki/Stevenson-Wydler_Technology_Innovation_Act_of_1980
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On December 10, 2020, NIST announced that it had transmitted an ROI legislative package for
modernizing the Stevenson-Wydler Act to the Senate Committee on Commerce, Science, and
Transportation and its Subcommittee on Science, Oceans, Fisheries and Weather, as well as the
House Committee on Science, Space, and Technology and its Subcommittee on Research and
Technology for consideration. The ROI legislative proposal responds directly to the findings
summarized in the NIST Green Paper. CAE strongly supports the enactment of the NIST-
suggested reforms.

Expand I-Corps

The National Science Foundation’s (NSF) Innovation Corps (“I-Corps”) program was created in
2011 to accelerate the translation of scientific and engineering discoveries into technologies,
products, processes, and services that enhance the nation’s competitiveness, benefit society, and
promote economic growth. Developed by famed Silicon Valley entrepreneur Steve Blank and
based on his “Lean Startup” model, I-Corps provides training and mentoring to university-based
researchers and faculty to explore the commercial potential of NSF-funded research. The goals
of the I-Corps program are to: 1) spur translation of fundamental research to the marketplace;

2) encourage collaboration between academia and industry; 3) train NSF-funded faculty,
students, and other researchers in innovation and entrepreneurship; and, 4) maximize the
potential of NSF’s investments in basic research through creation of a National Innovation
Network (NIN) comprising 1-Corps “Nodes” (central training sites) and sites (universities) that
work cooperatively to build, utilize, and sustain the national innovation ecosystem.

Since its launch in 2011, the I-Corps program has been adopted by several other federal research
agencies including the National Institutes of Health, the Department of Energy, the Department
of Health and Human Services, and the National Security Agency, and has delivered remarkable
results — to date, the program has trained over 1,200 teams of scientists and engineers, resulting
in 583 startups and $300 million in follow-on funding. The FY 2019 funding request for I-Corps
was just $30 million. CAE recommends that I-Corps’ resources be significantly increased and
that the program be expanded to include all research agencies, including through widespread
integration into other relevant R&D programs such as the Small Business Innovation Research
(SBIR) program.

Access to Talent

A wide and worsening disconnect between the skill needs of 21% century employers, including
startups, and the skills of graduates from American high schools, colleges, and universities —
often referred to as the “skills gap” — is arguably the most significant obstacle to the full
productive capacity of the U.S. economy and to our nation’s ability to fulfill its sacred promise
of providing opportunity for all American citizens. Roundtables with entrepreneurs conducted
regularly across the country by CAE staff reveal that finding job applicants with appropriate
skills is one of the most difficult challenges confronted by American startups. Current
immigration polices further exacerbate the skilled talent shortage problem. Moreover, a number
of major structural economic barriers — “life risks” — impede thriving entrepreneurship in
America, such as limited access to portable and affordable healthcare and childcare, record levels
of student debt, and the proliferation of noncompete agreements.


https://www.nist.gov/news-events/news/2020/12/roi-initiative-status-update-legislative-package-sent-congress
https://www.nsf.gov/news/special_reports/i-corps/about.jsp
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Establish the “U.S. Business-Education Workforce Dialogue”

The President should direct the Department of Commerce and the Department of Education to
immediately co-establish the U.S. Business-Education Workforce Dialogue — a framework of
ongoing discussion and collaboration between business and education leaders to regularly
examine kindergarten through grade 12, community college, and university curricula to ensure
that the nation’s education system serves the broader educational needs of American students, as
well as the skill requirements of 21% century businesses.

The Dialogue should include educators at K-12 schools, community and vocational colleges, and
universities, as well as leaders of multinational corporations, regionally active firms, small
businesses, and young startups. Dialogue participants should meet on a regular basis — at least
semi-annually — in pursuit of a robust and specific agenda, facilitated by a dedicated staff.

Importantly, the Departments should neither set the agenda for the Dialogue nor seek to pre-
determine its outcomes. Rather, the Administration’s role should be to establish, facilitate, and
encourage the Dialogue, allowing business and education leaders to identify the relevant issues
and, working together, develop and implement effective solutions, with the help of policymakers.

A particular focus of the Dialogue should be to better leverage the value of the nation’s 1,200
community colleges. Whether serving as an educational “on-ramp” for first generation college-
goers or low-wage/low-skill adults, offering cutting-edge occupational training, or working with
businesses to provide continuing education and training for their employees, community colleges
are the natural backbone of the nation’s workforce development efforts.

At its best, the Dialogue should seek to make employers fully integrated partners with American
schools, colleges, and universities in producing both a highly educated and appropriately trained,
“ready-on-day-one” workforce. Employers should not only communicate their skill needs to
educators, but also provide business community input into curricula determinations, help set
aptitude standards, develop apprenticeship programs and work/study arrangements, and
encourage active business professionals and other practitioners to serve as teachers, instructors,
assistants, advisers, and mentors.

This kind of active collaboration wou